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ABSTRACT 



Internal auditing was implemented by the United States Navy in 
1951 as a means of management control over financial operations. During 
the fifties, industrial auditors began to review and appraise functional areas 
other than financial in order to provide a better service to management. The 
purpose of this study is to compare the roles internal auditors play in 
industry and in the Navy today. Additionally, the effectiveness of the Navy 
audit organization as a means of executive control is determined. The study 
reveals that Navy Audit is just as advanced in its operations as industry and 
that it is an effective means of control. The major problem facing Navy 
Audit's management in future years is the recruitment and development of 
personnel so that the demands of top Navy management will be fulfilled. 
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CHAPTER I 



INTRODUCTION 

According to Henri Fayol, a classical management theorist, the 
principles of management are planning, organization, direction, coor- 
dination, and control. In his book of 1916, General and Industrial 
Management , Fayol describes control as "verifying whether everything 
occurs in conformity with the plans adopted, instructions issued, and 
principles established." Managers can rigorously follow the planning, 
organizing, directing, and coordinating principles in an attempt to be 
effective; but unless objectives are being fulfilled, the goals of the 
organization may never be reached. There are various means of control, 
e.g., budgeting, statistical analysis , standards systems, break-even 
analysis, internal auditing, and personal observation, available for 
management's utilization. 



I. PURPOSE OF THE STUDY 

The evaluation of internal auditing as a means of control in the 
United States Navy is the thesis of this paper. A review of internal 
auditing in the Navy and industry is made to determine the effectiveness 
of this control medium in the U . S . Navy and how it compares with the 



industrial concept of the internal audit function. 



II. THE PROBLEM 



From the time internal auditing began until the last decade, its 
primary objectives, both in industry and government, were to ensure com- 
pliance with rules and regulations, accuracy of financial records, and 
honesty in financially accountable positions. As organizations grew in 
size and management techniques became more sophisticated, internal 
auditors in industry began to conduct ojperational (management) audits in 
hopes of providing better service to management. The Federal government, 
especially the Department of Efefense, has also become a very complex 
organization and its management techniques are becoming more sophisticated . 
Consequently, the question arises as to whether Navy Audit is keeping pace 
with changing times and adjusting to the demands of management. It is 
intended that this paper will provide the answer. 

III. METHOD OF RESEARCH AND PRESENTATION 

The research performed in order to compile this study consists of a 
review of historical information, current literature, and empirical data which 
were available at the U. S. Naval Postgraduate School and information received 
from the Auditor General of the Navy. The order of research and the presen- 
tation of the material in this study are essentially the same and are ajp follows: 

1 . A review of the available literature to determine the role internal 
audit plays in industry. 

2. A review of the background and purpose of internal auditing in 
the Federal government and, especially, in the Navy. 
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3. A review of current staffing, operating costs, policies,., and 
procedures within the organization. 

4. A review of a sample of audit reports submitted to top manage- 
ment . 

5. A summary and conclusion in each of the areas reviewed regard- 
ing the comparison of internal auditing in private industry and in the Navy , 
the effectiveness of Navy Audit as a means of control, and suggestions for 
improving the service provided by Navy Audit. 

The subjects investigated in order to facilitate discussion of the 
above are objectives, organization, personnel, and audit reports. An 
additional section is included on the various types of audits conducted by 
the Navy. 



IV. PREVIOUS RESEARCH 

A thesis entitled "Internal Auditing in the United States Navy — ■ 

A Search for Improvements” was written by Lieutenant Commander Dick H. 
Francisco, Supply Corps, United States Navy, in 1964 at the Naval Post- 
graduate School. Commander Francisco's thesis is an attempt to determine 
the reasons for local management's nonacceptance of internal audit service. 
He concludes that it is due to: (1) the inclusion of findings in audit reports 

for which corrective action is already being taken, (2) the inclusion of 
minor items in the reports submitted to top management, (3) a lack of human 
relations used by the auditors, and (4) the predominance of compliance type 
of findings that seem to place local activities on report rather than providing 
a service . 
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This acceptance aspect is not examined in view of Commander 



Francisco's contribution, but his conclusion concerning compliance type 
of findings is t challenged in a later chapter since it appears to be a 
necessary part of the audit function. Although the two papers are different 
in scope, the necessity for overlap exists at certain points in order to 
provide continuity in the present discussion. However it is felt that this 
is kept to a minimum. 
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CHAPTER II 



INTERNAL AUDITING IN PRIVATE INDUSTRY 

Before reviewing the development of internal auditing in the Federal 
Government, particularly the Navy, and examining the current philosophy, 
policies, and procedures of the Navy Internal Audit organization, an 
examination of internal auditing as a tool of industrial management serves 
to add balance to the overall appraisal of internal auditing in the Navy. 
Hopefully, a determination of whether Navy internal auditing is lagging 
behind that of industry, is keeping pace, or is in the forefront will result 
from this review. 

In order to determine what industrial internal auditing entails, a 
review of the available literature and surveys performed by various groups, 
e.g. , the Institute of Internal Auditors, is conducted. Although much of 
the literature is written by theorists, an attempt is made to obtain a cross- 
sectional viewpoint by gathering writings of people engaged in commercial 
activity, whether internal auditors, accountants, or otherwise. It is hoped 
that this approach will present a balanced viewpoint of the industrial concept 
of internal auditing. 

The areas reviewed in this chapter are the purpose and scope of the 
internal audit function, the organization and personnel required to fulfill 
this function, and the~resultant audit reports. Since methods and techniques 
vary depending on the type of audit, any review of the manner in which they are 



conducted would be a monumental task and entail a voluminous report. 

It is believed that this is beyond the scope of this research paper. 

I. OBJECTIVES AND SCOPE 

Rather than define the purpose of internal auditing at the outset, 
it is suggested that a review of its evolution from public accounting and its 
relationship to internal and management controls would serve to gain a better 
perspective of its operation in the business community today. After this 
background is developed, the new concept of management audit is discussed. 
Finally, a definition of internal auditing, as utilized by industry today, is 
developed . 

External Auditing . The need for outside auditors became evident in 
the 1800's when business began to take the form of organized ventures rather 
than the formerly predominant proprietorships. Once a businessman started 
to employ others to carry out the diverse functions of the enterprise, he was 
required to ensure himself that the company's assets were protected against 
fraud and embezzlement. The businessman’s answer to this problem was the 
Certified Public Accountant — the external auditor. In the early days, the 
primary responsibility of the public accounting profession was the prevention 
and detection of fraud. * 



^Robert H. Montgomery, Auditing Theory and Practice , (New York: 
The Ronald Press Company, 1918), p. 8. 
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As the business community grew in size and advanced its methods 



of production, selling, and accounting, various groups became involved 
in its operations. Stockholders and creditors became important sources 
of capital; the government became interested in companies when the anti- 
trust laws were passed inthe late 1800’s and also as a source of tax 
revenue after the turn of the century. All of the interested parties demanded 
assurance that financial conditions, as reported by the company, were 
correct. Again, the external auditor rose to meet this challenge by apprais- 
ing the financial condition of the companies. Today, the certification that 
the financial condition is, or is not, correctly stated and the accounting 
procedures of the company are, or are not, in accordance with "generally 
acceptable accounting practices" appears on the published financial 
statements of all publically held businesses. 

Although the early literature is replete with definitions of auditing, 
two such definitions, one of a general nature and the other specific, will 
suffice to authenticate the above statements. At that time, auditing was 
defined as: 

. . . the art of reviewing the work incident to the record, 
compilation and presentation of the facts concerning 
financial transactions . ^ 



^John Raymond Wildman , Principles of Auditing , (Brooklyn: 
The William G. Hewitt Press, 1916), p. 2. 



7 



. . . ascertain /ing_/ the actual financial condition and earnings 
of an enterprise for: 

(a) Its proprietors (partners or stockholders) , 

(b) Its executives (managers, officers, or directors), 

(c) Bankers or investors who are considering the purchase 
of securities, 

(d) Bankers who are considering the discounting or purchasing 
_of ite promissory notes, 

. . . /an<iy the detection of fraud or errors. 

With the prospects of business investment becoming more attractive 
than ever and the continuous advancement of our technology, companies have 
maintained a steady growth until today many industrial complexes cover the 
globe with factories and distribution centers. Commensurate with these 
characteristics of growth was the inability of chief executives to maintain 
immediate control of day-to-day operations; therefore, specialization and 
delegation of authority were required for efficient operation. As top manage- 
ment became more removed from the operational phases of their companies, 
the means of control and .reliability of feedback information took on greater 
importance. Executives had to be sure that their plans and policies were 
being fulfilled so that the organization's objectives would be accomplished. 
Their decisions were based primarily on information emanating from their 
diverse organizational units — thus, assurance that this information was 
correct and reliable was necessary. As an added inducement to providing 
accurate information, the government's increasing demand for reports made 
it mandatory for a corporation to ensure that its information was correct. 



^Montgomery, ojd. cit . , pp. 10-11. 
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These new responsibilities of executive management and the need for a 
link between management and operations were aptly expressed by Victor 
Brink in 1941 when he stated: 

The significance of these various responsibilities on the 
part of corporate management is that all of them necessitate a 
more thoroughgoing knowledge of the internal affairs of the 
organization. Executive action must be based on data«whjch 
are reliable and properly analyzed. The data at the same time 
must be studied in conjunction with the processes to which they 
relate and as a guide to them. It is only in this way that manage- 
ment can bridge the gap which has developed in modern corporate 
enterprise between management and the (detailed current operation 
of the organization. And it is these needs which increase the 
importance of any management tool, such as internal auditing, 
which is designed to verify and appraise in a constructive 
manner. 4 

It became apparent that the annual review of a company's financial position 
by external auditors did not give management constant assurance of reliable 
information. As a result, companies began to establish auditing organiza- 
tions internally. The internal audit groups were usually responsible for 
verifying the lower echelon's compliance with policies and procedures in 
accounting and financial areas and the accuracy of figures as reported to 
top management. As this new managerial tool began to take hold, internal 
auditors also started to evaluate the financial policies and procedures of 
their companies . One definition of an internal auditor's responsibilities 
stated in 1941 is as follows: 



4 Victor Z. Brink, Internal Auditing , (New York: The Ronald Press 
Company, 1941), p. 8. 
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1 . The ascertainment of compliance with the organization s 
rules, procedures, and policies of an accounting and financial 
nature and their related aspects. 

2. The conservation of the organization's resources and general 
protection of its interests with respect to assets, liabilities, 
revenues, and expenditures, and their related implications. 

3. The verification of accounting and financial data in a broad 
sense, together with effective analysis of them. 

4. The appraisal of existing rules, procedures, and policies 
relating to accounting and financial and associated activities, 
together with constructive recommendations which are directed 
toward the improvement of general company welfare. 

5. The training and encouragement of personnel, together with 
the provision of such circumstances and conditions as are most 
conducive to their welfare. 

6. Other services to management of a direct nature in the way of 
providing an effective means of contact with field operations and 
an impartial reporting agency; the provision of personnel for 
executive positions; and the furthering of the efficiency and 
economy of outside audit. 

Inherent in the appraisal of financial policies and procedures and the 
review of resource protection is the analysis of methods of internal check 
and control. During the formative days of internal auditing, there was much 
confusion between the terms internal checks and controls and audits. In 
older to prevent any confusion here, a distinction between them is necessary. 

Internal Check and Control . An illustration of the confusion in 
terminology is provided by Brink when he refers to a speech by W. M. 
Hawkins given to the Detroit Controllers Group in 1938. Hawkins is quoted 
as saying: 



^Ibid . , p . 38 . 
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